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The  Future  of  EDS 


EDS  has  been  considered  a  leader  in 
outsourcing  with  consistently  strong 
financial  performance.  That  leadership  is 
now  in  question,  reflected  by  the  36%  plunge 
in  EDS  stock  value  in  late  October  and 
slower  earnings  growth  coupled  with 
significantly  fewer  new  contract  signings. 

The  future  of  EDS  will  be  characterized  by 
fairly  strong  revenue  growth,  narrowing 
margins,  and  shrinking  market  share. 

EDS  will  have  to  make  fundamental 
changes  in  order  to  protect  its  future, 
becoming  more  open  to  competing  on  cost 
and  focusing  on  higher  growth  segments  of 
its  markets. 

Focus  on  Slower  Growth 
Segments  of  Market 

The  bulk  of  EDS'  contracts  continues  to  be 
in  the  Application  Operations  segment  of 
the  Outsourcing  Market,  despite  the  fact 
that  this  is  a  slower  growth  segment  (21% 
CAGR),  as  compared  to  segments  such  as 
network  operations  (26%)  and  business 
operations  (42%). 

Relative  growth  rates  of  the  outsourcing 
market  segments  are  indicated  in  Exhibit  1. 


Exhibit  1 

Outsourcing  Market  1996  -  2001 


CAGR 


-I  1  1  1 

0.0  10.0  20.0  30.0 

Market  Size  ($  Billions) 

1996  Tol  MM.:  $23B  2001  Tol  Mkl:  $59B 

Source:  INPUT 

While  EDS'  revenue  growth  will  remain 
fairly  strong  due  to  the  overall  growth  of  the 
market  (21%  CAGR),  EDS  will  need  to  focus 
more  on  the  higher  growth  segments  of  the 
market  to  accelerate  growth.  In  addition, 
EDS  will  need  to  improve  its  win  rate  in 
Application  Operations  and  build  more 
revenue  fi-om  existing  clients. 
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Pressure  on  Margins 

Margin  pressure  is  resulting  from: 

•  Fewer  new  contract  signings:  $5.4B 
during  the  first  three  quarters  of  1996 
vs.  $6.6B  for  the  same  period  in  1995. 
(ISSC  had  $5.  IB  in  new  outsourcing 
contracts  during  First  Half  1995.) 

•  Poor  monitoring  of  financial  health  of 
customers:  some  have  gone  bankrupt, 
e.g.  Spectradyne,  Memorex  Telex. 

•  High  expenses  due  to  the  trend  toward 
smaller  contracts,  which  will  drive  up 
SG&A,  an  increased  debt  burden  and 
recent  one-time  charges. 

•  The  acceleration  in  price  performance 
improvements  in  the  industry  and  the 
perceived  need  to  pass  them  on  to  the 
customer. 

The  four-year  downward  trend  in  EDS 
margins  is  indicated  in  Exhibit  2. 

Exhibit  2 

EDS  Gross  Margin  Trends  1991-1996 


91         92         93         94         95  96 
Year 


Source:  INPUT 


(Note:  Margins  are  based  on  pre-tax  income 
divided  by  revenues.  The  1996  margin, 
which  is  calculated  on  the  basis  of  the  first 
three  quarters,  excludes  a  restructuring 
charge  and  asset  write-downs.) 

A  smaller  number  of  new  contract  signings 
in  1996  is  likely  to  contribute  to  the  trend 
into  1997.  Additional  margin  pressure  will 
result  from  renewals  of  large  contracts  re- 
negotiated at  less  favorable  rates. 

Intensifying  Competition  A  Key 
Concern 

New  competitors,  such  as  the  telephone 
companies  (e.g.,  AT&T  Solutions)  and 
specialized  vendors  (e.g..  First  Data)  as  well 
as  strengthening  traditional  competitors 
such  as  IBM/ISSC  and  CSC  are  diverting 
revenues  from  EDS.  The  reasons  these 
companies  are  performing  well  include: 

•  Focus  on  stronger  growth  segments: 
networking  expertise  at  AT&T  and 
IBM/ISSC,  business  process  outsourcing 
capabilities  at  Andersen  Consulting. 

•  Partnerships/acquisitions  in  the  case  of 
CSC,  especially  overseas  companies  but 
also  Continuum,  have  boosted  revenues 
and  profits. 

•  Vertical  market  expertise  is  more 
sharply  honed,  e.g.  Andersen  Consulting 
in  manufacturing.  First  Data  in  finance. 

•  The  acceleration  in  price  performance 
improvements  in  the  industry  has 
created  the  perceived  need  to  pass  the 
savings  on  to  the  customer. 

Strengths  of  competitors  as  compared  to 
EDS  are  indicated  in  Exhibit  3. 
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Exhibit  3 

Competitor  Strengths 


Competitor 

Superiority 

IBM/ISSC 

Networking  ,  price, 
brand,  sales 

AT&T 

Networking  expertise, 
brand 

Andersen  Consulting 

Business  process  and 
applications  expertise 

CSC 

New  partnerships  & 
acquisitions,  price 

MCI  Systemhouse 

Networking,  client  server 

First  Data 

Vertical  business 
process  knowledge, 
electronic  commerce 

Continuum  (CSC) 

Vertical  business 
process  knowledge 

Source:  INPUT 


Market  Share  Likely  to  Shrink 

As  competition  intensifies,  EDS'  large 
market  share  is  likely  to  shrink,  as 
indicated  in  Exhibit  4. 


Exhibit  4 

U.S.  Outsourcing  l\/larl(et  Share  1 991  -  2001 


Vendor 

1991 

1996 

2001 

EDS 

45% 

40% 

36% 

IBM/ISSC 

0 

25% 

35% 

CSC 

5% 

8% 

10% 

Source:  INPUT 


The  increasing  success  of  network 
management  outsourcers,  such  as 
IBM/ISSC,  AT&T,  and  others  will  contribute 
to  EDS'  shrinking  market  share. 


Strengths  Remain 

•  EDS'  backlog  of  business,  which  grew  to 
$75B  by  early  November,  1996.  This 
backlog  will  sustain  growth. 

•  Strong  overall  outsourcing  market 
growth  will  buoy  sales. 

•  International  coverage  will  contribute  to 
overall  growth. 

•  Size  and  resources. 

•  Vertical  approach  to  markets. 

Contributors  to  Current 
Challenges 

Further  contributors  to  EDS  challenges 
include: 

•  Distractions  from  business  focus:  split- 
off  from  GM,  A.T.  Kearney  acquisition 

•  The  trend  toward  smaller  contracts  will 
require  more  sales  expenditures. 

•  Traditional  markets,  e.g.  U.S.  federal 
government,  are  spending  less 

•  Focus  on  value-based  pricing  over  low 
cost,  even  though  cost  remains  the  key 
concern  among  customers. 

•  Weak  position  in  emerging  markets,  e.g. 
applications  implementation  (SAP, 
Oracle)  compared  to  competitors  such  as 
IBM  and  Andersen  Consulting 

•  Less  successful  sales  approach  for  the 
very  large  U.S.  contracts,  e.g.  the  $2 
billion  J. P.  Morgan  contract  won  in  1996 
by  CSC  in  partnership  with  AT&T, 
Andersen  Consulting  and  others. 
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Future  Scenario:  EDS'  New 
Imperative 

EDS'  new  strategic  imperative  will  be  to 
make  the  following  changes: 

•  Increase  flexibility:  compete  on  cost  as 
well  as  value,  enter  new  markets  more 
aggressively. 

•  Strengthen  business  process  vertical 
market  expertise. 

•  Reduce  overhead  further  while 
increasing  selective  spending,  such  as 
sales  and  sales  support  expenditures. 

•  Strengthen  capabilities  in  strong  growth 
segments,  e.g.  network  operations  and 
business  operations.  This  will  require 
more  strategic  partnerships  and  better 
use  of  A.T.Keamey  expertise. 


•  Change  focus  from  slower  growth 
traditional  markets,  such  as  the  U.S. 
Federal  government,  to  new,  high 
growth  markets  such  as  the  Internet, 
intranets  and  electronic  business; 
strengthen  capabilities  in  these  new 
areas  through  focus,  improved  hiring 
and  partnerships. 

•  Target  financially  strong  customers  only, 
avoiding  the  customer  that  needs  a  cash 
infusion  to  survive.  Select  customers 
that  are  leaders  in  their  markets:  the 
result  will  be  the  elimination  of 
customers  that  cannot  pay  and  more 
valuable  on-the-job  learning. 


This  Research  Bulletin  is  issued  as  part  of  INPUT'S  U.S.  Outsourcing  Services  Program.  If  you  have 
questions  or  comments  on  this  bulletin,  please  call  your  local  INPUT  organization  or  Sherry  Sumits 
(sumits@input.com)  at  INPUT,  1881  Landings  Drive,  Mountain  View,  CA  94043-0848,  (415)  528-6322. 
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